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Multiple Choice:

Select the best answer to each of the following questions.

1. Futures contracts are:

(a) the same as forward contracts

(b) standardized contracts to make or
take delivery of a commodity at a
predetermined place and time

(c) contracts with standardized price
terms

(d) all of the above

2. Futures prices are discovered by:

(a) bids and offers

(b) officers and directors of the
exchange

(c) written and sealed bids

(d) the Board of Trade Clearing Service
Provider

(e) both (b) and (d)

3. The primary function of the Clearing

Service Provider is to:

(a) prevent speculation in futures
contracts

(b) ensure the integrity of the contracts
traded

(c) clear every trade made at the CBOT

(d) supervise trading on the exchange
floor

(e) both (b) and (c)

4. Gains and losses on futures
positions are settled:
(a) by signing promissory notes
(b) each day after the close of trading
(c) within five business days
(d) directly between the buyer and

seller

(e) none of the above

5. Speculators help to:
(a) increase the number of potential
buyers and sellers in the market
(b) add to market liquidity
(c) aid in the process of price discovery
(d) facilitate hedging
(e) all of the above

6. Hedging involves:
(a) taking a futures position opposite to
oneOs current cash market position

(b) taking a futures position identical to
oneOs current cash market position

(c) holding only a futures market
position

(d) holding only a cash market position

(e) none of the above

Margins in futures trading:

(a) serve the same purpose as margins
for common stock

(b) limit the use of credit in buying
commodities

(c) serve as a down payment

(d) serve as a performance bond

(e) are required only for long positions

You may receive a margin call if:
(a) You have a long (buy) futures
position and prices increase
(b) You have a long (buy) futures
position and prices decrease
(c) You have a short (sell) futures
position and prices increase
(d) You have a short (sell) futures
position and prices decrease
(e) both (a) and (d)
(f) both (b) and (c)

Margin requirements for customers

are established by:

(a) the Federal Reserve Board

(b) the Commodity Futures Trading
Commission

(c) the brokerage firms, subject to
exchange minimums

(d) the Clearing Service Provider

(e) private agreement between buyer
and seller

. Futures trading gains credited to a

customer’s margin account can be

withdrawn by the customer:

(a) as soon as the funds are credited

(b) only after the futures position is
liquidated

(c) only after the account is closed

(d) at the end of the month

(e) atthe end of the year

See the answer guide at the back of this book.
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Multiple Choice:
Select the best answer to each of the
following questions.

1. The premise that makes hedging

possible is cash and futures prices:

(a) move in opposite directions

(b) move upward and downward by
identical amounts

(c) generally change in the same
direction by similar amounts

(d) are regulated by the exchange

2. To hedge against an increase in
prices, you would:
(a) purchase futures contracts
(b) sell futures contracts

3. A farmer’s crop is still in the field. His

cash market position is:

(@) long

(b) short

(c) neither, since the crop hasnOt been
harvested

(d) neutral, because he has no position
in the futures market

4. The term basis is:

(a) the difference between cash market
prices in different locations

(b) the difference between prices for
different delivery months

(c) the difference between the local
cash price and a futures price

(d) relevant only to speculation

If you estimate the basis will be 15
over December futures at the time
you purchase corn, the approximate
buying price you can lock in by
selling a December futures contract
at $2.50 is:

(a) $2.65

(b) $2.60

(c) $2.35

(d) none of the above

If you estimate the local cash price
will be 15 under the March futures
price at the time you deliver your
corn, the approximate net selling
price you can lock in by selling a
March futures contract at $2.50 is:
(a) $2.65

(b) $2.60

(c) $2.35

(d) none of the above
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7.

10.

Assuming your local cash price is
generally quoted under the CBOT
futures price, an increase in
transportation costs in your area
would be expected to have what
effect on the basis:

(a) weaken the basis

(b) strengthen the basis

(c) no effect on the basis

If you have a long cash market

position and do not hedge it, you are:

(a) a speculator

(b) in a position to profit from an
increase in price

(c) subject to a loss if prices decline

(d) all of the above

Assume your supplier’s cash market
price is generally quoted over the
CBOT futures price. If you hedge by
purchasing a futures contract, a good
time to purchase product and lift the
hedge would be:
(a) once you have hedged, it makes no
difference
(b) when the basis is relatively weak
(c) when the basis is relatively strong
(d) whenever the cash market price is
highest

Basis risk involves:

(a) the fact that basis cannot be
predicted exactly

(b) the absolute level of futures prices

(c) the inherent volatility of futures
prices

11. Suppose you’re a snack food

manufacturer wanting to establish a
purchase price for soybean oil you
will need by late February. Currently,
March soybean oil futures are trading
at 25 cents per pound and the local
basis for February delivery is 5 cents
over March soybean oil futures. From
your basis records, the basis is
typically 2 cents over March soybean
oil futures for February delivery.
Under this situation, it would make
“sense” to:

(a) hedge yourself in the futures market
to take advantage of todayOs prices
and wait until the basis weakens to
purchase soybean oil in the cash
market

(b) purchase the soybean oil in the
cash market and not hedge yourself

(c) do nothing

. Assume you’re a flour miller and

decide to hedge your upcoming
wheat purchase. At the time, CBOT
December wheat futures are trading
at $3.50 a bushel and the expected
local basis for delivery mid-
November is 12 cents over December
futures. If you hedge your position,
what is your expected purchase price
if the basis is 12 cents over?

(a) $3.50

(b) $3.62

(c) $3.40

See the answer guide at the back of this book.
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1.

Suppose, as in the previous scenario, you purchase a May corn futures contract at
$2.75 per bushel and the basis is 5 cents under when you actually buy corn from
your supplier in April.

What would be the net purchase price in April if the May corn futures price is:

May futures price Net purchase price

$2.58 $ per bu

$2.84 $ per bu

$2.92 $ per bu

What would your net purchase price be if May corn futures is $2.80 and the basis is

7 cents over when you offset your futures position in April?

See the answer guide at the back of this book.
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1. Let’s assume you’re a soybean producer. In July, you decide to hedge the sale of a
portion of your expected bean crop for delivery in the fall. Currently, November
futures are trading at $6.55 per bushel, and the quoted basis for harvest delivery
today is 25 cents under November soybean futures. According to your historical
basis records, the local basis for harvest is normally 20 cents under the November
soybean futures contract. Fill out the blanks below:

Cash forward market Futures market Basis
Jul

What price will you receive for your harvest sale if the actual basis is as you

expected?
Sold Nov Futures Expected Expected
price basis selling price

2. By October, the local elevator price for soybeans has declined to $5.90 per bushel.
You sell your soybeans for that cash price, and you buy a futures contract at
$6.10 per bushel to off set your hedge. Bring down the information from the
previous table and complete the remainder of the table below.

Cash forward market Futures market Basis
Jul

Oct

Result: gain/loss change
cash sale price
gain/loss on futures position

net sales price

See the answer guide at the back of this book.
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HereOs a quick quiz to check your
understanding of what the intrinsic
value will be for a given option. If you
have fewer than six correct answers,
it would be a good idea to review the
preceding discussion.

1. A November soybean call has
a strike price of $6.50. The
underlying November futures
price is $7.00. The intrinsic
value is

2. A July corn call has a strike
price of $2.50. The underlying
July futures price is $2.50. The
intrinsic value is .

3. A September wheat call has a
strike price of $3.00. The
underlying September futures
price is $3.50. The intrinsic
value is

4. A March soybean call has a
strike price of $6.50. The
underlying March futures price

is $5.89. The intrinsic value is

5. An August soybean meal put
has a strike price of $230. The
underlying August futures
price is $250. The intrinsic
value is

6. A December wheat put has a
strike price of $3.60. The
underlying December futures
price is $3.20. The intrinsic
value is

7. A May corn put has a strike
price of $2.80. The underlying
May futures price is $2.55. The
intrinsic value is .

8. A September soybean put has
a strike price of $6.20. The
underlying September futures
price is $6.77. The intrinsic
value is

See the answer guide at the back of this book.




tWTN
0¢-%$'VArsTN, ET
-CTU$'1'M?Ya{e Nt
WTNS™

tWTNN{¢'M?IrsTNV
W1Ks3

'M?p[«rSTNFIWTN

‘RireS6'M?p[IrsT
NtIAIWTN1t8iA*
Pn'A{®%]MWTNL
U©1aGo$93

SN?"$"M?1R-3%S’¢,
OtWTN3*-L@'HWTN
:Y'M?p[iigrsTN3 twW
TN !At<, _HTN  V1\...
HAIO1E{$-%$'NASt

-A$Vi:N1%I?[3

tWTN1S';oV-"URS$'
NA$i:Jg1tW3Eo!-A

N 5}Ac1ig-e! 11}°%$
%TULATN $6.3033qTU,
$6.501 11}°%:$%te$'18

9TU, It 12°03\$',
CT!UWVArsTN3Ro

W\te$'-A 12°01tWT

N AE$'1'M?«E_HTN
\...0<Ha,W$'0 12703
ImOU\$'N 10}A$~V
i"A  5%}INN$W!eylee
1$%TUxdeAay $6.5013
qTU30¢TUdeay $6.62
. $6.50 1 3qTU +$0.12 ' M

21 Asxy-AMC?

WitIN?"AO$9%%,ImNA
$~$'1'M?xiinrsTN

S3NU1$'xan>dtwT
NITU:*-InvAJg1tw
®3

~OO0EAdKALICTte$"!

\$'xN 5%}gA$I5a'M

?,1Tet 12°03g-¥%()n

JImn 12°00,Iman 10"
00->  307000UU-!ImU
O"$'1tWTNONM(lze
1$%TU&$'3qTULLY]
MWTNI1ALMWTNL

i%45U0NR

1L<A$~IgtW1Us?

2La1$%TU10>3
3
3
£
L1 1 1 1 1 111
9 8 7 6 6 4 3 2 1 L]
Menths te expiration

<A$~JgtW1Us

AE-UOM a%0!NAS~V
i$'1JgtWaQ|E'M?a
atWTNMMa<A$~Vil

¥ 3NnU,$'AJQ1

tW¥@N 1%"...|@N 5eV
rx5gN"@N 2+Vrx5gN
JO{BaUA:AE-UO

M &8%olaKAS~t!$'1t

WTNxg4 PQUYyNbn
Im$'AtA<6RUle

"I3f odU:T'$'NAS~




xVAtWTN «IA1TN'o
cA10IxnErsTN23

at"alEOeKAS$~!R(
y2a30U0QD!r$'eKAS
~tI$'1\...Isypy°O1
tWTN3UW!; O\a$'1L
$MN>!0<5+2N°O1tW
TNROVIIAEQPS'P
w!'tMHS%/0E$%/0-$
"/OEe*1}~+EPWbhS™
V3

&13$%TUO0>
:AE-UOM &%0!Nae1$%
TUO>ST$W|$"M?-1
"%0&3/00>AzJQ1TU}
~'UW!'TUMO1 aba
°38$'°11TUM~1"%o
alUWI$"M?x%0a3nY
$%TUO0>a°!-%$'1TN
a0<2a\...xHa0J&1T
US\$'3£7!U,TUO>S
Tt'$'JAO<N-HE!]...
5aJal'mM?3

UW!INO>ST1/0%g!<
A$~ 90.1$'0<"N#ql/
0ghg<A$~ 120+1$'5a
Ja1'M?3

EJMWTNLUO

$"M?)\e1$%TU&S'
3gTULY1]"3:ACE-gh
M &%ot, 00>1<A$~1t

WUGBHET$"CT$'AJ
QI1tWTN3Eo!-A4i$%

TU,IlU 24°0'3qTU, 24"
0lte$',-%ETte$"

X"a;ghg3qTU, 26°01
te$'5aJa1'M?3Eo0!
\...0<HA&,ETte$'O 2"
0!Pi,CTte$'O 1.570!
[UnETte$'Adel'yi

ZT$?

aU!l-%ET$"-%VAa1Z
T$' <8ZT$1A0<>
AJQLtWTN389%'1A,
V-V-ndWXIE!I EMH®
“%oy1e@¥ —2 %°aY 1
<A$'ayaEYErsTN1
TU¥893UW!r$'nZT$
't —-$'\...-18-4
TOAY$'TNTNITUR-3
4ZT$"5J°1.@!nW4
a®&$"°11WXKEUW!
$'UtWTNRU®?

YD Nig<A$~twr!
$'1rNTNa°le1tWTN
O<aE3NaU1tt!-%44Z
T$' Ele<AS~ AtW!
O<VAtWTNS

R-¥MWTNIUONM(
‘RJ"ZF!P®%M(d2y”
_tWTNiy*R:Z5%V]
RIM(gAt'tWTNyd23




4,

HereOs a quick quiz to check your
understanding of time value. If you
have fewer than six right, it would be
a good idea to review the previous
discussion on time value.

1. A $2.70 December corn call is
selling for a premium of 35
cents. At the time, December
corn futures are trading at
$3.00. The time value is

2. A $6.80 November soybean put
is selling for a premium of 3
cents. November soybean
futures are trading at $6.77.
The time value is

3. A wheat call has a strike price
of $3.70. At expiration, the
underlying futures price is
$3.80. The time value is

July corn futures are trading at
$3.00. A $2.50 July corn call is
trading at a premium of 60
cents. The time value is

September soybean futures are
trading at $6.20. A $6.50
September soybean put is
trading at a premium of 38
cents. The time value is

The time value of an option is
typically greatest when an
option is -the money.

All else being equal, an option
with 60 days remaining until
expiration has more or less
time value than an option with
30 days remaining until
expiration?

If market volatility increases,
the time value portion of the
option generally

See the answer guide at the back of this book.
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Multiple Choice:

Select the best answer to each of the following questions.

1. The buyer of an option can:
(a) sell the option
(b) exercise the option
(c) allow the option to expire
(d) all of the above

2. Upon exercise, the seller of a call:
(a) acquires a long futures position
(b) acquires a short futures position
(c) acquires a put
(d) must pay the option premium

3. Funds must be deposited to a margin
account by:
(a) the option seller
(b) the option buyer
(c) both the option buyer and the seller
(d) neither the option buyer nor the
seller

4. Premiums for options are:
(a) specified in the option agreement
(b) arrived at through competition
between buyers and sellers
(c) determined at the time an option is
offset

5. The components of option premiums
are:
(a) intrinsic value, if any
(b) time value, if any
(c) the sum of (a) and (b)
(d) the strike price and brokerage
commission

6. What two factors have the greatest
influence on an option’s premium?
(a) the length of time remaining until
expiration and volatility
(b) time and interest rates
(c) interest rates and volatility

Assume you pay a premium of 27
cents per bushel for a soybean call
with a strike price of $6.00. At the
time, the futures price is $6.25. What
is the option’s time value?

(a) 2 cents/bu

(b) 25 cents/bu

(c) 27 cents/bu

Assume the same facts as in
question 7 except at expiration the
futures price is $5.50. What is the
option’s intrinsic value?

(a) 50 cents/bu

(b) 20 cents/bu

(c) O

If you pay a premium of 10 cents per
bushel for a corn put option with a
strike price of $2.60, what’s the most
you can lose?

(a) 10 cents/bu

(b) $2.60/bu

(c) your potential loss is unlimited

. If you sell (write) a call option and

receive a premium of 30 cents per
bushel, what’s the most you can lose?
(a) 30 cents/bu

(b) the initial margin deposit

(c) your potential loss is unlimited

. Assume you pay a premium of 30

cents per bushel for a call with a
strike price of $6.00 and the futures
price at expiration is $6.50. How
much is the option in the money?
(a) 30 cents/bu

(b) 50 cents/bu

(c) 20 cents/bu

(d) 80 cents/bu

See the answer guide at the back of this book.
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1. Assume you pay a premium of 13 cents per bushel for a January soybean call with a $6.40 strike
price, and the basis is 20 cents over in December.

What is the net price for soybeans if the January soybean futures price in December is the price
shown in the left-hand column?

January soybean futures Net price

$6.20 $ per bu
$6.80 $ per bu
$7.40 $ per bu

2. Assume you buy a March corn call option with a strike price of $2.30 at a premium cost of 8
cents a bushel. Also assume, in February, your corn supplier usually quotes you a price of 10
cents under March futures. What would your net price be if the March futures price in February
is the price shown in the left-hand column?

March futures price Net price

$2.80 $ per bu
$2.60 $ per bu
$2.20 $ per bu

See the answer guide at the back of this book.
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a (s () = 5Ql.-
$3.00 - $0.10 = $2.90 +  $0.22] = $3.12
$3.25 - $0.10 = $3.15 - $0#3 ] = $3.12
$350 - $0.10 = $3.40 - $088 = $3.12
$3.75 - $0.10 = $3.65 - $0#8 ] = $312
$4.00 - $0.10 = $3.90 - $0#8] = $312

1. If you sell an October soybean oil put with a strike price of 25 cents for 1 cent per
pound and the expected basis is $0.005/Ib under October, what is your expected net
floor and ceiling price?

Ceiling price Floor price

2. What is your gain or loss on the 25-cent soybean oil put option you sold if:

(Hint: Assume it is close to option expiration and there is no remaining time value.)
Futures price is: Put gain/loss Futures price is: Put gain/loss
$0.22 $0.25

$0.23 $0.26

$0.24 $0.27

3. Using your answers from Question 2, what will be the effective purchase price for
soybean oil if: (Hint: Assume the basis is $0.01/Ib under October and it is close to option
expiration so there is no remaining time value.)

Effective Effective
Futures price is:  purchase price Futures price is: purchase price
$0.22 $ per Ib $0.25 $ per Ib
$0.23 $ per Ib $0.26 $ per Ib
$0.24 $ per Ib $0.27 $ per Ib
See the answer guide at the back of this book.
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1. Assume you are a soybean buyer wanting to establish a buying price range. This time,
you purchased a $6.00 March soybean call for 15 cents and sold a $5.50 March
soybean put for 5 cents. The expected basis is 20 cents over the March soybean
futures price.

What is your buying price range?
Ceiling price Floor price

2. What is the gain or loss on the $6.00 call option you purchased if:
(Hint: Assume it is close to option expiration and there is no remaining time value.)

Futures price is: Call gain/loss
$5.00
$5.50
$6.00
$6.50
$7.00

3. What is the gain or loss on the $5.50 put option you sold if:
(Hint: Assume it is close to option expiration and there is no remaining time value.)

Futures price is: Put gain/loss
$5.00
$5.50
$6.00
$6.50
$7.00

4. Using your answers from Questions 2 and 3, what will be the effective purchase
price if: (Hint: Assume the actual basis is $0.20/bu over the March soybean futures price
and it is close to option expiration so there is no remaining time value.)

Futures price is: Effective purchase price
$5.00 $ per bu
$5.50 $ per bu
$6.00 $ per bu
$6.50 $ per bu
$7.00 $ per bu

See the answer guide at the back of this book.
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1. Assume that you pay a premium of 30 cents a bushel for a November soybean put
option with a $6.50 strike price, and the basis is expected to be 25 cents under
November futures when you sell your crop in October. What would your selling
price be if the November soybean futures price at expiration (i.e., no time value) is
the price shown in the left-hand column?

November

futures price Net return

$5.80 $ per bu
$6.60 $ per bu
$8.30 $ per bu

2. Assume you buy a September corn put option with a strike price of $2.70 at a
premium cost of 8 cents a bushel. Also, assume your local basis is expected to be
10 cents under September futures in August. What would your selling price be if
the September futures price at expiration is the price shown in the left-hand

column?

September

futures price Net return

$2.40 $ per bu

$2.70 $ per bu

$3.00 $ per bu

See the answer guide at the back of this book.
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1.

Assume you are a soybean producer wanting to establish a selling price range.
You purchase a $6.00 put for 11 cents and sell a $7.00 call for 12 cents. The
expected basis is 25 cents under November soybean futures.

What is your anticipated selling price range?
Floor price Ceiling price

What is the gain or loss on the $6.00 put option if: (Hint: Assume it is close to option
expiration and there is no remaining time value.)

Futures price is: Put gain/loss
$5.25
$5.50
$6.75
$7.00
$7.25

What is the gain or loss on the $7.00 call option if: (Hint: Assume it is close to option
expiration so the option has no remaining time value.)

Futures price is: Call gain/loss
$5.25
$5.50
$6.75
$7.00
$7.25

Using your answers from Questions 2 and 3, what will be the effective selling price
for soybeans if: (Hint: Assume the actual basis is $0.30/bu under the November
soybean futures price and it is close to option expiration, so the option has no remaining
time value.)

Futures price is: Effective selling price
$5.25 $ per bu
$5.50 $ per bu
$6.75 $ per bu
$7.00 $ per bu
$7.25 $ per bu

See the answer guide at the back of this book.
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1. Assume it is now November, that the July corn futures price is $2.70, and that call
options with various strike prices are currently being traded at the following

premiums:

Call option strike price Call option premium
$2.50 $0.23

$2.60 $0.19

$2.70 $0.15

$2.80 $0.09

2. Based on the futures price at expiration and the call you have purchased,
determine the net profit or loss.

If futures price Net profit or loss at expiration if you bought

at expiration is: $2.50 call $2.60 call $2.70 call $2.80 call
$2.50

$2.80

$3.10

Based on your answers to Question 1, which option offers the greatest profit
potential?

(a) July $2.50 call
(b) July $2.60 call
(c) July $2.70 call
(d) July $2.80 call

3. Based on your answers to Question 1, which option involves the largest possible
loss?
(a) July $2.50 call
(b) July $2.60 call
(c) July $2.70 call
(d) July $2.80 call

4. Assume at harvest you sold your corn at $2.60 per bushel and purchased a $2.80
July call option for 9 cents. What will be the effective selling price if:
(Hint: Assume it is close to option expiration so there is no remaining time value.)

Futures price is: Effective sale price:
$2.50 $ per bu
$2.80 $ per bu
$3.10 $ per bu

See the answer guide at the back of this book.
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Glossary

at-the-money optionNAn option whose
strike price is equalNor approximately
equalNto the current market price of the
underlying futures contract.

basisNThe difference between the local
cash price of a commodity and the price of a
related futures contract, i.e., cash price -
futures price = basis.

bearishNA market view that anticipates
lower prices.

break-even pointNThe futures price at
which a given option strategy is neither
profitable nor unprofitable. For call options, it
is the strike price plus the premium. For put
options, it is the strike price minus the
premium.

bullishNA market view that anticipates
higher prices.

call optionNAnN option that gives the option

buyer the right to purchase (go OlongO) the
underlying futures contract at the strike price
on or before the expiration date.

CBOTKNChicago Board of Trade.

CFTCNCommodity Futures Trading
Commission.

closing transactionNSee liquidation.

commissionNFees paid to the broker for
execution of an order.

exerciseNThe action taken by the holder of
a call if he wishes to purchase the
underlying futures contract or by the holder
of a put if he wishes to sell the underlying
futures contract.

exercise priceNSame as the strike price.

expiration dateNThe last date on which the
option may be exercised. Although options
expire on a specified date during the month
prior to the named month, an option on a
November futures contract is referred to as

a November option, since its exercise would
lead to the creation of a November futures
position.

expireNWhen option rights are no longer
valid after the optionOs expiration date.

extrinsic valueNSame as time value.

futures contractNA contract traded on a
futures

exchange for the delivery of a specified
commodity at a future time. The contract
specifies the item to be delivered and the
terms and conditions of delivery.

futures priceNThe price of a futures
contract determined by open competition
between buyers and sellers on the trading
floor of a commodity exchange or through
the exchangeOs electronic trading platform.

hedgeNThe buying or selling of futures
contracts and/or options contracts for
protection against the possibility of a price
change in the physical commodity.

holderNSame as option buyer.

in-the-money optionNAn option that has
intrinsic value, i.e., when a call strike price is
below the current underlying futures price or
when a put strike price is above the current
underlying futures price.

intrinsic valueNThe dollar amount that
would be realized if the option were to be
exercised immediately. See in-the-money
option.

liquidationNA purchase or sale that offsets
an existing position. This may be done by
selling a futures or option that was
previously purchased or by buying back a
futures or option that was previously sold.

longNA position established by purchasing
a futures contract or an options contract
(either a call or a put).




long hedgeNBuying a futures contract(s)
and/or using an option contract(s) to protect
the price of a commodity one is planning to
buy.

marginNIn commodities, an amount of
money deposited to ensure fulfilment of a
futures contract at a future date. Option
buyers do not post margin, since their risk is
limited to the option premium, which is paid
in cash when the option is purchased.
Option sellers are required to post margin.

margin callNA requirement made by a
brokerage firm to a market participant to
deposit additional funds into oneOs margin
account to bring it up to the required level.
The reason for additional funds can be the
result of a losing market position or an
increase in the exchange margin
requirement.

offsetNTaking a futures or option position
equal and opposite to the initial or opening
position of an identical futures or option
contract, Oclose out.0

opening transactionNA purchase or sale
that establishes a new position.

open interestNTotal number of futures or
options (puts and calls) contracts
outstanding on a given commodity.

option buyerNThe purchaser of either a
call option or a put option; also known as the
option holder. Option buyers receive the
right, but not the obligation, to enter a
futures market position.

option sellerNThe seller of a call or put
option; also known as the option writer or
grantor. An option seller receives the
premium and is subject to a potential market
obligation if the option buyer chooses to
exercise the option rights.

out-of-the-money optionNA put or call
option that currently has zero intrinsic value.
That is, a call whose strike price is above
the current futures price or a put whose

strike price is below the current futures price.

premiumNThe price of a particular option
contract determined by trading between
buyers and sellers. The premium is the

maximum amount of potential loss for an
option buyer and the maximum amount of
potential gain for an option seller.

put optionNAn option that gives the option
buyer the right to sell (go OshortO) the
underlying futures contract at the strike price
on or before the expiration date.

serial optionNShort-term option contracts
that trade for approximately 60 days and
expire during those months in which there is
not a standard option contract expiring.
These options are listed for trading only on
the nearby futures contract, unlike standard
options, which can be listed for nearby and
deferred contract months.

shortNThe position created by the sale of a
futures contract or option (either a call or a

put).

short hedgeNSelling a futures contract(s)
and/or using options to protect the price of a
commodity one is planning to sell.

speculatorNA market participant who buys
and sells futures and/or options in hopes of
making a profitNadding liquidity to the
market.

standard optionNTraditional option
contracts trading in those months which are
the same as the underlying futures contract.
Standard option contracts can be listed for
nearby and deferred contract months.

strike priceNThe price at which the holder
of a call (put) may choose to exercise his
right to purchase (sell) the underlying futures
contract.

time valueNThe amount by which an
optionOs premium exceeds the optionOs
intrinsic value. If an option has zero intrinsic
value, its premium is entirely time value.

transaction costNFees charged by brokers
including exchange fees to buy or sell
futures and options contracts.

underlying futures contractNThe specific
futures contract that may be bought or sold
by the exercise of an option.

writerNSee option seller.




Answer Guide

Quiz 1

1. (b) Futures contracts are standardized as to
quantity, quality, delivery time and place. Price is
the only variable. In contrast, the terms of a
forward contract are privately negotiated.

2. (a) All futures prices are discovered through
competition between buyers and sellers of a given
commodity. Neither the exchange nor the Clearing
Organization participates in the process of price
discovery.

3. (e) The Clearing Service Provider performs both of
these functions. The Clearing Service Provider
ensures the integrity of futures and options
contracts traded at the Chicago Board of Trade
and clears every trade made at the CBOT.

4. (b) At the end of each trading session, the
Clearing Service Provider determines net gains or
losses for each member firm, and each member
firm does the same with its customers® accounts.

5. (e) Speculators perform all of these functions.

6. (@) A true hedge involves holding opposite
positions in the cash and futures markets. The
other positions are merely forms of speculation,
since they cannot offset losses in one market with
gains in another.

7. (d) Futures margins act as performance bonds
that provide proof of an individualOs financial
integrity and oneOs ability to withstand a loss in the
event of an unfavorable price change. They do not
involve credit or down payments, as securities
margins do.

8. (f) Being long in a falling market (b) or short in a
rising market (c) would result in a loss and,
therefore, could lead to a margin call. Because
situations (a) and (d) are both profitable, there
would not be a margin call.

9. (c) Customer margin requirements are set by each
brokerage firm, while clearing margin
requirements for clearing member firms are set by
the Clearing Service Provider. Neither the Federal
Reserve Board nor the Commodity Futures
Trading Commission is involved with setting
margins.

10. (a) A customer can withdraw gains as soon as
they are credited to the account, provided they are
not required to cover losses on other futures
positions. Accounts are settled after the markets
close, so funds are usually available by the start of
the next business day.

Quiz 2

10.

(c) Cash prices and futures prices generally move
upward and downward together but not
necessarily by identical amounts. Even so, the
changes are usually close enough to make
hedging possible by taking opposite positions in
the cash and futures markets.

(a) Protection against rising prices is
accomplished by taking a long futures positionN
i.e., by purchasing futures contracts. Protection
against declining prices can be achieved by selling
futures contracts.

(a) The farmer is in the same position, in terms of
market exposure, as someone who has purchased
and is storing the crop; benefiting if prices
increase and losing if prices decrease.

(c) The basis is the amount by which the local
cash price is below (or above) a particular futures
price. The difference between futures prices for
different delivery months is known as the carrying
charge or the spread.

(d) Credit yourself a bonus point if your sharp eye
caught this tricky question. The question asks
what buying price you can lock in by selling a
futures contract. Buying prices are locked in by
buying futures contracts.

(c) The approximate selling price you can lock in
by selling a futures contract is the price of the
futures contract you sold minus the local basis, 15
under ($2.50 - $0.15).

(a) Transportation costs due to location

differences are one of the components of the basis;
thus higher transportation costs would, all else
remaining the same, weaken the basis.

(d) An unhedged long cash market position is a
speculative positionNyou will realize a gain if
prices increase or a loss if prices decrease.

(b) When the basis is relatively weak. For example,
assume you initially hedged by purchasing a

wheat futures contract at $3.50. If, down the road,
prices rise and your supplier is quoting you $4.00
and the futures price is $3.80 (a basis of $0.20
over), your net purchase price when you lift the
hedge is $3.70 ($4.00 supplierOs cash price -$0.30
gain on futures).

On the other hand, letOs say futures prices still
increased to $3.80 but your supplier is quoting you
$3.90 (a weaker basis of $0.10 over). Under this
scenario your net purchase price is only $3.60
($3.90 supplierOs cash price - $0.30 gain on
futures).

(a) If you could predict the basis exactly, you
would know exactly what net price a given hedge
would produce. To the extent basis is subject to
fluctuation, there is a Obasis risk.O




11. (a) Provided you like the quoted price for soybean
oil, it would make OsenseO to hedge your price risk
by purchasing soybean oil futures. According to
your basis records, the quoted February basis of 5
cents over is historically strong. Since you would
benefit from a weakening basis you could take
advantage of todayOs futures prices by hedging,
wait for the basis to weaken, then offset your
futures position by selling soybean oil futures and
simultaneously purchase soybean oil from one of
your suppliers.

12. (b) $3.50 futures price + $0.12 expected basis =
$3.62 expected purchase price

Of course, if the basis is stronger than 12 cents
over, your actual purchase price will be higher

than expected. And, if the basis is weaker than 12
cents over, your actual purchase price will be

lower than expected. The important point to
remember is hedging with futures allows you to
Olock inO a price level, but you are still subject to a
change in basis.

Quiz 3

1.
May Net
Futures purchase
price price Explanation
$2.58 $2.70 $2.58 futures price
- 0.05 basis
$2.53 cash purchase price
+ 0.17 futures l0ss (buy $2.750sell $2.58)
$2.70 net purchase price

$2.84 $2.70 $2.84 futures price
- 0.05 basis
$2.79 cash purchase price
- 0.09 futures gain (buy $2.75-sell $2.84)
$2.70 net purchase price

$2.92  $2.70  $2.92 futures price
- 0.05 basis
$2.87 cash purchase price
- 0.17 futures gain (buy $2.75-sell $2.92)
$2.70 net purchase price

2. In April, the price of corn from your supplier is
$2.87 ($2.80 futures + $0.07 basis). The gain on
the futures position is 5 cents per bushel ($2.80
sold futures -$2.75 bought futures), which is used
to lower the net purchase price to $2.82 ($2.87
cash price -$0.05 futures gain).

Quiz 4

1. Cash market Futures market Basis
Jul

Elevator price for Sell soybean -0.25
soybeans delivered futures in Oct

at $6.30/bu at $6.55/bu
Futures Expected Expected
price basis selling price

$6.55/bu -$0.20/bu $6.35/bu

2. Cash market

Futures market Basis
Jul

Elevator price for Sell soybean -0.25
soybeans delivered futures

in Oct at $6.30/bu  at $6.55/bu

Oct

Elevator price Buy soybean -0.20

for soybeans futures

at $5.90/bu at $6.10/bu

result: $0.45 gain +0.05 change
elevator sale price $5.90/bu

gain on futures position +$0.45/bu

net sales price $6.35/bu

If you had not hedged, you would have received
only $5.90 per bushel for your crop versus $6.35.
By hedging, you were protected from the drop in
prices but also gained 5 cents from an
improvement

in the basis.

Quiz 5

1. 50 cents 2.0 3. 50 cents 4.0

5.0 6. 40 cents 7. 25 cents 8.0
Quiz 6

1.5 cents 2.0 3.0 4. 10 cents
5. 8 cents 6. at 7. more 8. increases
Quiz 7

1. (d) The buyer of an option can exercise the option,
sell the option to someone else, or allow the option
to expire.

2. (b) Upon exercise, the seller of a call acquires a
short futures position.

3. (a) Only the seller of an option is
required to deposit and maintain funds in a margin
account. The option buyer has no such
requirement.

4. (b) Option premiums are arrived at through
competition between buyers and sellers on the
trading floor of the exchange or through the
exchangeOs electronic order-entry system.

5. (c) An optionOs premium is the total of its intrinsic
value (if any) plus its time value (if any).

6. (a) An optionOs value is influenced most by time
and volatility.

7. (a) With the soybean futures price at $6.25, a
$6.00 call selling for 27 cents would have an
intrinsic value of 25 cents and a time value of 2
cents.




(c) If the futures price at expiration is $5.50, a call
conveying the right to purchase the futures
contract at $6.00 would be worthless.

10. (c) Your potential loss is unlimited because you
must honor the call option if it is exercised.

9. (@) The most that any option buyer can lose is the 11. (b) With the underlying futures price at $6.50, a
premium paid for the option. Your maximum loss call with a strike price of $6.00 would be in the
would thus be 10 cents per bushel. money by 50 cents.

Quiz 8

1. 2

January March

futures  Net futures  Net

price price Explanation price price Explanation

$6.20 $6.5 $6.20 futures price $2.80 $2.28  $2.80 futures price

+0.20 basis - 0.10 basis
+0.13 premium + 0.08 premium
- 0.00 intrinsic value at expiration - 0.50 intrinsic value at offset
$6.53 net purchase price $2.28 net purchase price
$6.80 $6.73 $6.80 futures price $2.60 $2.28  $2.60 futures price

+ 0.20 basis

+0.13 premium

- 0.40 intrinsic value at offset
$6.73 net purchase price

$7.40 $6.73 $7.40 futures price

+ 0.20 basis

+ 0.13 premium

-1.00 intrinsic value at offset
$6.73 net purchase price

- 0.10 basis

+ 0.08 premium

- 0.30 intrinsic value at offset
$2.28 net purchase price

$2.20 $2.18 $2.20 futures price
- 0.10 basis
+ 0.08 premium
+ 0.00 intrinsic value at expiration
$2.18 net purchase price

Quiz 9

1. There is no ceiling price. By selling a put option you are protected only to the level of premium received.
Floor price = put strike +/- basis B premium

$0.235/Ib = $0.25 - $0.005 - $0.01
2. Short put gain/loss = futures price - put strike price + premium received
(maximum gain = premium received)

Futures price is: Put gain/loss

$0.22 $0.02 loss $0.22 - $0.25 + $0.01

$0.23 $0.01 loss $0.23 - $0.25 + $0.01

$0.24 $0.00 $0.24 - $0.25 + $0.01

$0.25 $0.01 gain futures price equals put strike price, so you keep entire premium

$0.26 $0.01 gain futures price is higher than put strike price, so you keep entire premium

$0.27 $0.01 gain futures price is higher than put strike price, so you keep entire premium




3. Purchase price was lower than expected because the basis weakened to 1 cent under October.

Futures Actual $.26 Put Effective
price is: basis gain(+)/loss{-) purchase price
$.22 = $.01 = 521 + $.02iL) = .23
$.23 = $.01 = $.22 + $.0110L) = .23
$.24 = $.01 = $.23 $.00 = .23
$.25 = $.01 = 524 = $.011G) = .23
$.28 - $.01 = £.25 = 5.01 (G = $.24
$.27 - $.01 = $.28 = 5.01 (G = $.25
Quiz 10
1. The soybean buyer is anticipating a local basis of $5.80 floor price =
20 cents over the March futures price. Given this $5.50 put strike price + $.15 call premium -
information, you can calculate the ceiling and floor $.05 put premium + $.20 expected basis
prices.

$6.30 ceiling price
$6.00 call strike price + $.15 call premium -
$.05 put premium + $.20 expected basis

2. Long call gain/loss = futures price - call strike price - premium cost; maximum loss = premium paid

Futures Call

Price is: gain/loss

$5.00 $.15 loss futures price is lower than call strike price, so the call has no value; the out-of
pocket cost was the 15-cent premium

$5.50 $.15 loss futures price is lower than call strike price, so the call has no value; the out-of
pocket cost was the 15-cent premium

$6.00 $.15 loss futures price is at the call strike price, so the call has no value; the out-of
pocket cost was the 15-cent premium

$6.50 $.35 gain futures price is greater than call strike price, so the call has intrinsic value; the
out-of pocket cost was the 15-cent premium

$7.00 $.85 gain $7.00 - $6.00 - $.15 premium

3. Short put gain/loss = futures price - put strike price + premium received; maximum gain = premium received

Futures Put

price is: gain/loss

$5.00 $.45 loss $5.00 - $5.50 + $.05

$5.50 $.05 gain futures price equals put strike price, so you keep entire premium

$6.00 $.05 gain futures price is higher than put strike price, so you keep entire premium
$6.50 $.05 gain futures price is higher than put strike price, so you keep entire premium
$7.00 $.05 gain futures price is higher than put strike price, so you keep entire premium

4. Since the actual basis was 20 cents over March, as expected, the purchase price range fell within $5.80 to $6.30
regardless of the futures price.




March futures Actual $6.00 Call $6.50 Put Effective
price is: + basis gain(+)/loss(-] +/- gain(+)/loss{-} purchase price
$5.00 + %20 = $5.20 + @ $a5L) + $45iL = $5.80
$5.50 + %20 = $570 +  $a5L) - $%.058(G) = $5.80
$8.00 + %20 = 3820 + @ $.15(L) - $%.058(G) = $6.30
$8.50 + %20 = %870 - @ $.35(G) - $%.058(G) =  $630
$7.00 + %20 = $7.20 - @ $.85(G) - $%.058(G) =  $630
Quiz 11
1. 2,
November September
futures  Net futures  Net
price return Explanation price return  Explanation
$5.80 $5.95 $5.80 futures price $2.40 $2.52 $2.40 futures price
- .25 basis - .10 basis
- .30 premium - .08 premium
+ .70 intrinsic value of option + .30 intrinsic value of option
$5.95 net return $2.52 net return
$6.60 $6.05 $6.60 futures price $2.70 $2.52 $2.70 futures price
- .25 basis - .10 basis
- .30 premium - .08 premium
+ .00 intrinsic value of option + .00 intrinsic value of option
$6.05 net return $2.52 net return
$8.30 $7.75 $8.30 futures price $3.00 $2.82 $3.00 futures price
- .25 basis - .10 basis
- .30 premium - .08 premium
+ .00 intrinsic value of option + .00 intrinsic value of option
$7.75 net return $2.82 net return
Quiz 12

1. As explained in Strategy #5, the soybean producer is anticipating a harvest basis of 25 cents under the November

futures price. Given this information, you can calculate the floor and ceiling prices.

Put strike price - put premium + call premium +/- expected basis = floor price

$6.00- $.11 + $.12 - $.25 = $5.76

Call strike price - put premium + call premium +/- expected basis = ceiling price

$7.00-$.11 +$.12 - $.25 = $6.76

2. Long put gain/loss = put strike price - futures price - premium paid

Note: maximum loss = premium paid

Futures Put

price is: gain/loss

$5.25 $.64 gain $6.00 - $5.25 - $.11

$5.50 $.39 gain $6.00 - $5.50 - $.11

$6.75 $.11 loss futures price equals the put strike price, so the put has no value; the out-of-pocket
expense was the 11-cent premium

$7.00 $.11 loss futures price is higher than put strike price, so the put has no value

$7.25 $.11 loss futures price is higher than put strike price, so the put has no value

3. Short call gain/loss = call strike price - futures price + premium received
Note: maximum gain = premium received




Futures Call

price is: gain/loss

$5.25 $.12 gain futures price is lower than call strike price, so the call has no value; you keep the
entire premium

$5.50 $.12 gain futures price is lower than call strike price, so the call has no value; you keep the
entire premium

$6.75 $.12 gain futures price is lower than call strike price, so the call has no value; you keep the
entire premium

$7.00 $.12 gain futures price equals the call strike price, so the call has no value; you keep the
entire premium

$7.25 $.13 loss $7.00 - $7.25 + $.12

4. Since the actual basis was 30 cents under November, 5 cents weaker than expected, the sale price range was 5

cents lower on both ends.

Futures Actual $6.00 Pall $7.00 Call Effective
price is: basis gain(+)/loss(-] +/- gain(+)/loss{-} sale price
$5.25 - %30 = $4985 +  584(G) +  $12(0G) = 5.7
$5.50 - $30 = $520 + @ $.39(G) +  $12(0G) = 5.7
$6.75 - %30 = $645 - S0 +  $12(0G) = $6.46
$7.00 - %30 = $B670 - S0 +  $12(0G) = $6.71
$7.25 - %30 = $685 - S0 - %130 = $6.71
Quiz 13
1. Net profit or loss at expiration if you bought
If futures price $2.50 $2.60 $2.70 $2.80
at expiration is: call call call call
$2.50 or below loss $.23 loss $.19 loss $.15 loss $.09
$2.80 gain $.07 gain $.01 loss $.05 loss $.09
$3.10 gain $.37 gain $.31 gain $.25 gain $.21
The profit or loss is the optionOs itrinsic value (if any) at expiration less the premium paid for the option.
Thus, if the futures price at expiration is $3.10, the call with a $2.50 strike price would have a net profit
of 37 cents.
$.60 intrinsic value at expiration
- $.23 premium
$.37 net profit
2. (a) If prices increase, the call with the lowest strike price will yield the largest profit. This is why individuals who are
bullish about the price outlook may choose to buy an in-the-money call.
3. (@) Since the maximum risk in buying an option is limited to the option premium, the call with the highest premium
involves the greatest risk.
4. Since the actual selling price was established at harvest, you would just add the gain or loss on the call to the

harvest selling price.

$2.80 call
Futures price is: Harvest sale price gain(+)/loss({-) Effective sale price
$2.50 $2.60 - .08 (L = $2.51
$2.80 $2.860 = $.08 (L) = $2.51

$3.10 $2.60 + $.2110G) = $2.81
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